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In 2020, state support softened the blow of the Covid-19 shock,
reducing the number of fragile SMEs by more than 8,000 in Germany,
France and the UK. Yet, we find that 7%, 13% and 15% of SMEs in the
three countries are still at risk of insolvency in the next four years. Our
past research?! has identified three leading indicators that can help detect
corporate distress four years before a bankruptcy: profitability,
capitalization and interest coverage. Applying these criteria to close to
525,000 SMEs, we find that 7% of total SMEs are at risk in Germany, 13% in
France and 15% in the UK. This compares with 9%, 14% and 17%,
respectively, in 2019, which means that state support not only cushioned
the blow of Covid-19 but overcompensated for it, with direct subsidies
(including partial unemployment schemes) and tax deferrals fully covering
non-financial corporates’ losses in value added from 2020.

Without state support, the share of fragile SMEs would have been much
higherin France and the UK, at 17% and 26% respectively (see Figure 1), as
margins would have lost more than -5pp. Interestingly, in Germany, the
share would have remained relatively stable despite a shock of close to -
3pp for margins from peak to trough. This is because fragile SMEs in
Germany have worse financial indicators (profitability, capitalization and
interest coverage) compared to those in France and the UK. Hence, in the
absence of state support, these fragile SMEs would have been more likely
to transform into zombies and thus become insolvent faster.

See our report Three indicators can reveal SME insolvency risk up to four years in advance
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Figure 1 — Share of fragile SMEs in 2020
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Which sectors are the ones to watch? Automotive, transport
equipment, services, retail, construction and energy appear the most
exposed. By looking at SMEs at the sector level, we see many
discrepancies within countries and sectors in different countries. If we look
at our three leading indicators in Germany for our entire sample,
automotive suppliers, electronics and machinery and equipment had
weaker metrics in 2020 than in 2019 on all three indicators. Automotive
suppliers saw two out of the three indicators worsen as well in France and
the UK, whereas manufacturers proved to be more resilient (see Figure 2).

Figure 2 - Leading indicators by sector and country, evolution in 2020
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NB: in red when the indicators have deteriorated in 2020 vs. 2019, in green when the indicators have improved
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The top three sectors which account for the highest share of fragile SMEs
in Germany are automotive suppliers, transport equipment and services,
with automotive manufacturers not very far (see Figure 3). Electronics and
paper are also sectors where the share of fragile SMEs is higher than the
country average. In France, automotive suppliers, transport equipment
and energy are on top of the list, mainly due to deteriorating profitability
and capitalization. However, agrifood and services also account for a
higher share of fragile SMEs compared to the country average. In the UK,
it is mainly energy, automotive suppliers, construction and retail.
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Figure 3 — Fragile SMEs by sector, % of total companies by sector
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Paper 8.6% 12.4% 13.7%
Pharmaceuticals 4.7% 10.2% 13.1%
Retail 5.9% 11.9% 18.5%
Services 10.4% 14.5% 14.7%
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Textiles 5.4% 13.8% 14.1%
Transport 7.2% 12.5% 15.4%
Transport Equipment 15.1% 16.5% 15.0%
Total 6.9% 12.8% 15.4%
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As public support comes to an end, SME payment terms and Days Sales
Outstanding will rise. Since mid-2020, we have frequently highlighted the
trend of corporate cash-hoarding? In some countries, cash has increased
more for large companies than SMEs (Germany), while for others the cash
accumulation was higher for SMEs (the UK, Italy, Spain). For France, the
distribution was relatively balanced between large companies and SMEs.
We pursue this exercise on our proprietary database by measuring SMEs’
ability to pay short-term obligations (i.e. those to be paid within one year)
as a proxy for cash positions. We find that the average current ratios have
increased in all three countries under consideration (see Figure 4). The
average French SMEs are the ones that increased their cash positions the
most.

Figure 4 — Average current ratios for SMEs in 2019 and 2020
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Interestingly, in some countries such as France, it appears that all SMEs
managed to get their hands on more cash. On the other side of the Rhine,
SMEs with already strong positions managed to strengthen them further
whereas weaker firms were cut off from access to cash: We see that the
share of corporates with current ratios close to zero has increased (see
Figure 5). Such a phenomenon could indicate that the unwinding of state

2 See our report European corporates : Cash-rich sectors get richer
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support schemes could prove be quite challenging for French SMEs.
However, in Germany, those SMEs that are cash-less have more to fear.

Figure 5 — Current ratio distributions among French and German firms in
2019 and 2020
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This stronger SME cash position is also confirmed by our analysis of Days
Sales Outstanding (DSOs). Indeed, we find that SME DSOs have remained
stable in Germany while they decreased in France and the UK
(see Figure 6) in line with the cash positions.

Figure 6 — DSO, change in 2020, SMEs vs large corporates
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But there is some good news: While SMEs are more indebted after the
Covid-19 crisis, public support helped improve their interest coverage
ratios. In 2020, total non-financial corporate debt increased more in
France (+14.3pp of GDP) compared to Germany (+5.0pp) and the UK
(+6.3pp). At the same time, equity remained stable. For SMEs in particular
it is interesting to look at debt-to-equity ratios to understand their
vulnerability following the crisis. Looking at our proprietary data of
financial statements, we find that SMEs' debt-to-equity ratios have
increased much more in France compared to the UK while they decreased
slightly in Germany (see Figure 7). However, when looking closer at the
distribution of debt-to-equity ratios for German SMEs, we see that the
average decrease in debt-to-equity is mostly because in 2020 unlike 2019,
there were very little SMEs with extremely high ratios. Actually, the median
ratio slightly increased from 1.22 to 1.23.
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Figure 7 — Average debt-to-equity ratios for SMEs in 2019 and 2020
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Despite the additional debt, SMEs were able to strengthen their interest
coverage ratios (see Figure 8). On one side, the low interest rates on new
loans played a significant role. In France for example, the interest rate on
new loans of up to EUR1 million, a proxy of SME financing, has decreased
by -40bp since the start of the crisis from already the lowest level within the
Eurozone (1.3% in July 2021). This compares to -10bp in Germany to 1.9%.
Furthermore, the resilience of profitability (see Figure 9) plays a significant
role. Looking at direct subsidies (including partial unemployment schemes)
and tax deferrals, state support covered fully the losses in value added of
non-financial corporates from 2020. In addition, a majority of corporates
have made significant efforts to keep cost pressures in check. Interestingly
we note that some UK SMEs managed to reach EBITDA-margins levels
that they could reach in 2019 (see Figure 10).

Figure 8 - Change in average debt and coverage for SMEs between 2019
and 2020
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Figure 9 — EBITDA-margin for SMEs in 2019 and 2020
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Figure 10 — EBITDA-margin distribution for SMEs in the UK in 2019 and

2020
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These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks
and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such

forward-looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets
(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including
from natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v)
persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii)
currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax
regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures, and (xi)
general competitive factors, in each case on a local, regional, national and/or global basis. Many of these factors may
be more likely to occur, or more pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save
for any information required to be disclosed by law.

Emll EULER HERMES

Allianz ()



